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"We have found the main sources," said President 
Wilson in his message to Congress of May 20, 1919, re- 
ferring to federal taxation, "from which it must be 
drawn. I take it for granted that its mainstays will 
henceforth be the income tax, the excess profits tax, 
and the estate tax. All these can so be adjusted to yield 
constant and adequate returns and yet not constitute a 
too grievous burden on the taxpayer. . . . The excess 
profits tax need not long be maintained at the rates 
which were necessary while the enormous expenses of 
the war had to be borne, but it should be made the basis 
of a permanent tax system which will reach undue 
profits without discouraging the enterprise and activity 
of our business men." 

363 
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Theory and Practise op the Excess 
Profits Tax 

The thought that the excess profits tax should be so 
formulated as to be available if necessary for permanent 
post-war use has profoundly influenced American legis- 
lation on this subject from its beginning. When in 
response to a worldwide concurrence of fiscal need and 
feeling the munition manufacturer's tax of September 8, 
1916 was expanded into the excess profits tax of March 
3, 1917, the latter was modeled on the Canadian rather 
than the British plan. It assumed, or started with, a 
principal deduction, called now in the statute "the 
excess profits credit" and referred to here as the "nor- 
mal deduction" or "normal return." But those who 
framed the American tax of March 3, 1917 consciously 
selected a normal (or what they believed to be a "nor- 
mal") deduction equal to 8 per cent of the invested 
capital, rather than a deduction based upon pre-war 
profits; because the former could serve as the basis of a 
permanent tax, while the latter could not. And in the 
later contests between the excess profits and war profits 
principles the leading advocates of the excess profits 
principle were profoundly influenced by the desire to 
keep the profits tax in such shape that if necessary it 
could be permanently retained. Conversely much of the 
most vehement opposition to the excess profits taxation 
had its source in the fear that such tax would be foisted 
permanently upon the country. 

This is, of course, not the whole story. 1 The signal 
victory of the adherents of the excess profits principle 

1 The story up to and including the adoption of the revenue act of October 3, 1917, 
has been succintly and correctly told in " The War Tax Act of 1917," by F. W. Taussig, 
Quarterly Journal of Economics, November, 1917, vol. xxxiii, pp. 27-37, in particular. 
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was principally due, perhaps, to the feeling that im- 
munity from taxation during the war should not be 
granted to a corporation simply because it had been 
prosperous and successful before the war. A majority 
of those who took this view entertained no deep design 
to perpetuate the excess profits tax. But the leading 
adherents of the excess profits principle, and the chair- 
man of the Committee on Ways and Means in partic- 
ular, were consciously animated by the feeling that in 
this principle the basis for a great and new permanent 
tax had been found, and that it was important to keep it 
alive and ready for permanent service. 

This conception of the tax is not lightly to be dis- 
missed. It is neither new, revolutionary nor necessarily 
radical. Early in the year 1863, 1 the state of Georgia 
adopted a tax on profits graduated in accordance with 
the ratio between profits and invested capital; and 
shortly thereafter — by a law approved December 14, 
1863 — modified and extended the tax so as to make it 
practically an excess profits tax, applicable to profits in 
excess of 8 per cent of the capital stock, at rates from 5 
to 25 per cent, varying with the amount of such excess 
profits. In the first decade of the present century, H. C. 
Adams repeatedly endorsed a charge or tax of this 
general nature on differential profit as a necessary ac- 
companiment of rate regulation. 2 When in 1911 the 
state of Wisconsin, in adopting a general income tax, 
was confronted with the problem of equalizing the in- 
come tax on corporations with an ordinary progressive 
income tax applied to individuals and partnerships, it 
based the corporation rate upon the relation between 

1 Possibly in 1862. See Kennan, Income Taxation, p. 213; Kinsman, " The Income 
Tax in the Commonwealths of the United States," Pub. Am. Econ. Assn., 3d 
series, vol. iv, pp. 93-96. 

2 This, at least, was the impression that Professor Adams' proposals made upon the 
writer. See Pub. Am. Econ. Assn., 3d series, vol. vi, pp. 61-66, and vol. ii, pp. 190-195. 
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the taxable income of the corporation and the value 
(assessed value for purposes of taxation) of its property 
used and employed in the acquisition of such income. 
The kingdom of Norway, also, before the appearance of 
war excess profits taxes, adopted a corporation income 
tax in which the rate was graduated in accordance with 
the rate of earnings upon the capital of the corporation. 

Here, in the writer's opinion, are the true precursors, 
or a few of them, of the excess profits tax as a permanent 
tax. That the tax could be used to punish the profiteer, 
check monopoly and "penalize success" were largely 
the incidental and more or less irrelevant exaggerations 
which usually accompany fiscal proposals of this nature 
in a democracy. The real possibility or promise which 
the permanent excess profits tax held out was the solu- 
tion of the perplexing problem of adapting the progres- 
sive income tax to business concerns. It is unnecessary 
at this place to prove by reference to financial history 
and comparative legislation that business inevitably 
will be taxed and that the proper treatment of business 
under an income tax offers a peculiarly difficult problem 
which must be solved. 1 The excess profits tax held out, 
in theory at least, a particularly promising and attrac- 
tive solution. 

Assuming the possibility of determining normal profits 
— the profits necessary to elicit a normal amount of in- 
vestment — the plan proposes to impose business taxes 
largely on gains in excess of this normal return. Recog- 
nizing that taxes on gross income or even on net income 
are likely to be shifted in whole or in part (particularly 
when there is a large volume of taxfree securities out- 
standing), it aims to avoid such shifting by confining the 
tax to differential or surplus income. Its principal pur- 

* See T. S. Adams, "Taxation of Business," Proceedings of the 11th Annual Con- 
ference under the Auspices of the National Tax Association, pp. 185-194. 
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pose is to avoid or minimize the repressive effects of 
inevitable taxes on business. It is in keeping with the 
best and latest theories of incidence and shifting. It 
aims at windfalls, the fruits of chance and luck, monop- 
oly gains, war profits and the like; not to satisfy enmity 
and revenge but to shield the ordinary profits of the 
ordinary business man, to protect the consumer, and to 
encourage investment. It offers a justification for — or 
at least a partial corrective of the evils resulting from — 
shipping bounties, customs duties, and similar grants of 
state aid, by providing that in case such assistance re- 
sults in abnormal profits to private industry, these 
profits shall be shared with the government. It would 
furnish, if it could be satisfactorily applied, a strong 
argument against government ownership, by making the 
state a partner in private business, sharing its abnor- 
mal (i. e., its unnecessary) gains, but not assuming the 
risks and responsibilities of active participation in the 
management. 

As pointed out several years ago by Henry C. Adams, such a tax 
fits in harmoniously with the policy of rate regulation or price regu- 
lation. We shall probably have more of such regulation as time goes 
on; and this regulation must, in all probability, be accomplished 
through general rules which, adapted to the less favorably situated 
producers, yield excessive returns to the more favorably situated 
producers. Under such circumstances, a tax upon excess profits 
makes the results of price regulations more equitable and more 
attractive. Some such device as this would appear to promote in- 
dividualism and private industry. Not only land sites, as Henry 
George emphasizes, but other commercial and industrial oppor- 
tunities differ enormously. We cannot give to each industry the 
same opportunities of location, proximity to markets, good shipping 
facilities, good credit institutions and good government; but we can 
make inequalities a little less by imposing a tax upon the differential 
product — upon excess profits. Conceivably then, the excess profits 
tax may assist materially to promote that equality of opportunity 
which is as necessary to good business as to good citizenship. 1 

1 T. S. Adams, " Principles of Excess Profits Taxation," Annals of the American 
Academy of Political and Social Science, Publication No. 1173, pp. 9, 10. 
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Included among those who champion the excess profits 
tax are doubtless some who would keep it for a time in 
the hope of harassing and ultimately suppressing private 
business. But most of those who spoke and thought of 
the possible perpetuation of the tax did so to save and 
not to destroy private business; to make the taxation of 
business less and not more repressive; to harmonize the 
taxation of business income with the taxation of per- 
sonal income. Business itself will recognize in the next 
few years, if the excess profits tax be replaced with 
either a flat income tax or a sales tax, the great practical 
virtues of a tax which shields from taxation even im- 
perfectly a supposedly normal amount of profit. It is no 
accident that the tax has been prolonged in Great Brit- 
ain in order to prevent a levy upon capital and war- 
made wealth. It is not by lack of thought or through 
design upon private enterprise that men like Otto H. 
Kahn and E. R. A. Seligman have declared that the 
general aim and theory of the excess profits tax are 
sound. 

Such, roughly, in the writer's conception at least 
would be the rationale and general function of the per- 
manent excess profits tax. In short, as I have stated 
elsewhere, it would represent the share of the state in the 
supernormal success of business enterprise. It would 
take rough toll for the facilities, aid and environment 
offered by the community. It would be, so far as the 
federal government is concerned, its expression of a 
graduated net income tax upon business. 1 But the tax 
has now been in force in this country for more than three 
years, during which it has received an amount and kind 
of study which probably never before have been ac- 
corded an American tax, with the possible exception of 
the general income tax of which it is a part. What are 

1 "The Taxation of Business," loc. cit., p. 191. 
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the teachings of this experience upon the important 
question, "Shall the excess profits tax be repealed?" 
and upon the equally important, if less pressing ques- 
tion, "Is it fitted to serve now or in the future as a 
permanent tax?" 

II 
Reasons for Immediate Repeal 

The reasons for the immediate repeal of the excess 
profits tax seem to be convincing, even in that calm and 
long view which in this domain of thought represents 
the scientific as distinguished from the popular view. 
Even those who believe that the excess profits tax may 
at some future date properly and profitably be rein- 
stated should cooperate, I believe, in its temporary 
withdrawal. 

1. Prevailing opinion is worthy of note. To the 
critics who opposed the tax from the beginning must 
now be added a large number, probably a majority, of 
the economists and practically all of the treasury or 
administrative authorities, most of whom were in the 
beginning predisposed to favor the tax. Even more 
significant is the practically unanimous sentiment for 
repeal among business men. This cannot be ascribed to 
selfishness. The productivity of the tax is diminishing 
rapidly, and the law promises to become in the near 
future "a statute of exemptions rather than a revenue 
producer." The business man is well aware of this. 
Nevertheless he works for its repeal. This is partly 
because of fear of what it may become in the future. 
But it is ascribable in the main to resentment at its 
intricacy and capricious inequalities. An able com- 
mittee of the National Industrial Conference Board, rep- 
resenting the most important business interests in the 
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country, after months of study of the question, recom- 
mends that the excess profits tax be replaced by an 
additional tax on corporation income not to exceed 6 
per cent, 1 making the total income tax on corporations 
16 per cent. To most corporations, in the next few 
years, a 6 per cent additional income tax would repre- 
sent a heavier contribution than an excess profits tax 
on the present basis. Under such circumstances, the 
deliberate decisions of business men who have had in- 
timate experience with the tax as it actually works 
deserve the most respectful consideration. 

2. Passing from opinion to fundamental causes, I 
find the deepest reason for the repeal of the excess profits 
tax in the conviction that its continuance would en- 
danger the life of the income tax itself. No federal ad- 
ministration, in my opinion, is capable during the next 
five or six years of carrying with even moderate success 
two such burdens as the income tax and the excess 
profits tax. A lengthy campaign of education, research 
and reform on the part of the taxpayer, the tax gatherer, 
Congress, the courts and the experts, including econ- 
omists, must be carried on, not only before the instal- 
lation of a permanent excess profits tax would be 
justifiable, but even before the practical right of the 
income tax to endure can be assured. 

A successfully administered income tax I believe to 
be an essential part of financial democracy. Personally, 
therefore, I should regard its breakdown as something in 
the nature of a political tragedy. Looking at the matter 
impersonally and historically, it seems inevitable that 
the income tax shall fill an important, if not the prin- 
cipal, part in our system of federal finance. We must 
succeed with it. If it breaks down and is withdrawn, it 

1 Not to apply to "public utilities subject to regulation." Reports of the National 
Industrial Conference Board, Special Number 18, December, 1920, pp. 9, 43-45. 
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will in time be restored. The time element is important. 
It is desirable to save the generation or two that would 
be lost in trying out substitutes and returning to the 
inevitable path of development if the income tax be, as 
it is in real danger of being, discredited and discarded. 
To avert that, it is essential that we learn the rudiments 
of the game — the proper application of the ordinary 
graduated income tax — before we attempt its more 
difficult applications. 

3. As a matter of fact, it seems to be beyond doubt 
that the administration of these two taxes is in danger 
of collapse. The Secretary of the Treasury describes the 
complexity of the present law as "clogging the admin- 
istrative machinery, and threatening, indeed, its possible 
breakdown." * The present Commissioner of Internal 
Revenue, and his predecessor, D. C. Roper, agree that 
the administrative burden must be reduced if disaster is 
to be avoided. Mr. J. E. Sterrett, who from his expe- 
rience both within and without the Treasury Depart- 
ment speaks upon this subject with unusual authority, 
says of this tax: "I am satisfied from my knowledge of 
conditions in Washington that its administration is 
practically collapsing." 2 It seems unnecessary to heap 
up evidence to establish this fact. It finds ultimate ex- 
pression in the probability that the larger and more 
important returns under the Revenue Act of 1917 will 
not be finally audited and settled by March 1, 1921, 
three years after these returns were filed. 

Why not improve the administration? The reply is 
that it will take years to improve it. The intricacy of 
the excess profits tax is such that it te hardly an exag- 
geration to say that it takes more time to teach an 
accountant to master its mysteries than the average 

1 Annual Report of Secretary of the Treasury, 1920, p. 30. 

* Reports of the National Industrial Conference Board, Special Number 17, p. 117. 
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accountant can be retained in the service after he has 
attained such mastery. Many experts or consultants in 
private practice make from twenty-five to sixty thou- 
sand dollars a year, or more; and the public experts are 
constantly resigning to enter private practice. Among 
the "key men" in the Bureau of Internal Revenue, the 
turnover or resignations have frequently been at the 
rate of more than 100 per cent a year. Tradition, back- 
ground and continuity of doctrine are sacrificed. The 
constant shift of ruling and doctrine against which tax- 
payer's so justly complain is explained in large degree by 
the incessant change among the men who make the 
more important rulings. In the higher positions it is 
practically true to say that nearly all of the best officials 
enter the service in the expectation of acquiring a tech- 
nical education and then leaving for private practice. 
Here is a fundamental weakness of American govern- 
ment which has worried the best minds of the nation 
since the time of George Washington. Until it is solved, 
so far as the Treasury Department is concerned at 
least, the income tax will be in jeopardy and the proper 
administration of the excess profits tax will be obviously 
impossible. More elastic salary arrangements would go 
far to meet the difficulty, but salary adjustment can 
solve only part of the problem. Public careers must be 
made for the experts in question; their official positions 
must be dignified and assured before the federal govern- 
ment can successfully attempt to administer the most 
difficult forms of direct taxation. A cure will require 
time, much time! Ten years would be a radically short 
estimate of the time required in which to bring the tax- 
payers and the administrative authorities of the country 
to a point where the excess profits tax could be reason- 
ably well enforced. 
This is not the place to diagnose in detail the admin- 
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istrative trouble with which we suffer. It is sufficient to 
point out here that the roots of the disease lie deep in the 
American system of government, deeper even than the 
comparatively superficial source of infection found in 
the fact that Congress deliberately insists on keeping 
the collectors of internal revenue and their immediate 
appointees, who constitute about one-third of the 18,440 
employees of the Bureau of Internal Revenue, outside 
the requirements of the civil service rules. The trouble 
is intensified and partially explained by the high adminis- 
trative ideals which the Internal Revenue Bureau enter- 
tains. It aims to find the same and the correct answer to 
each of the thousands of intricate legal and accounting 
questions which arise in the application of the tax laws. 
In Great Britain, according to Professor Haig, much 
greater administrative elasticity obtains. The adminis- 
tration is far more decentralized and much greater dis- 
cretion is given both the lower and higher officials. 

In the case of the Excess Profits Duty particularly, with its high 
rates and its many opportunities for disagreement, it has been con- 
sidered wise to conduct the administration along broad lines. The 
assessors have not failed to utilize their administrative discretion. 
As one of them remarked: "We wipe off £20,000 one way or another 
as though it were a half-penny." The Board of Inland Revenue has 
specifically said to the local surveyors that "owing to the present 
high rates of taxation" they desired "that in doubtful cases the 
allowances granted in calculating Excess Profits Duty should err on 
the side of generosity rather than otherwise. 1 

We have only to think of what has happened in the 
administration of the American property tax, to appre- 
ciate how impossible it would be to confer upon sub- 
ordinate tax officials the discretionary authority which 
according to Professor Haig has proved so salutary in 
Great Britain. We must have far more administrative 
decentralization in this country. Our federal direct 

1 Haig, "The Taxation of Excess Profits in Great Britain," Am. Econ. Review, 
vol. x, No. 4, Suppl., p. 97. 
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taxes cannot be successfully administered until the tax 
officials are invested with more discretion than is now 
accorded to them. But no such Utopia can be reached 
here until we have a body of officials and a body of tax- 
payers skilled by decades of practice in the finer points of 
income and profits accounting, until Congress revolu- 
tionizes its attitude toward administrative discretion, 
until the collectors of internal revenue and their imme- 
diate appointees are brought under civil service rules, 
and until we have rid ourselves of some of the meticulous 
legalism which leaves each minute point practically un- 
settled until it has been formally decided by a court of 
law. The ultimate source of American administrative 
weakness is found not so much in Congress or the execu- 
tive department as in our legalistic traditions and our 
system of government. 

4. Invested capital is chiefly responsible for the ad- 
ministrative burden created by the excess profits tax. 
Professor David Friday * and others have pointed out 
that the invested capital for the years 1917-20 must be 
determined whether the tax be repealed or not, and that 
the computation having been made for one year, it will 
be easy to keep it up to date. This might seem a con- 
clusive reply to the argument for repeal based upon 
administrative burden; but two considerations to my 
mind invalidate it altogether. 

The first and less important is the truth that if the 
excess profits tax be sound, it should be applied to 
individuals (at least those in business) as well as to 
corporations. An effort to do this was made in the 
Revenue Act of 1917. It was unsuccessful. To differen- 
tiate business capital and income from the general 
wealth and income of the typical well-to-do American, 
with his mixed investments and many activities, is 

> Profits, Wages and Prices, pp. 190, 191. 
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beyond our present administrative powers. It is hard to 
believe that the similar problem is handled with real 
success in Great Britain where, according to Professor 
Haig, "about 60,000" .assessments * of excess profits 
duty and munitions levy were made in 1917 as con- 
trasted with 34,048 2 individuals, 17,475 partnerships, 
and 142,619 corporations making returns for excess 
profits tax in this country under the law of 1917. But, 
however that may be, it is altogether clear that such a 
task could not now be successfully performed in the 
United States. 

In this country the excess profits tax on corporations 
now serves as a rough equivalent for the income sur- 
taxes as applied to the reinvested or undistributed 
income of sole proprietors and partnerships. The plan 
is not devoid of rough justice. But no true equilibrium 
is reached. The excess profits tax compensates for or 
balances the surtaxes so imperfectly that already Con- 
gress recognizes as one of its chief tasks such a modifica- 
tion of the income tax as will make that tax apply 
equally to incorporated and unincorporated business 
concerns. That problem is difficult enough. Pending its 
solution the excess profits tax principle may profitably 
be held in abeyance for study and consideration. Fur- 
thermore, a supplementary income tax on corporations 
fairly designed to serve as an equivalent for the surtaxes 
applied to other taxpayers would probably yield in the next 
few years a larger revenue than the excess profits tax. This 
truth it seems to me clinches the practical argument for 
the retirement of the excess profits tax. 

The second consideration referred to is the fact that 
the concept of invested capital and the use made of it 
in the existing excess profits tax are wrong. Because 

i Loc. cit., p. 96. 

1 Not including those assessed for the so-called 8 per cent excess profits tax under 
Section 209, Revenue Act of 1917. 
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they are wrong, the tax results in fundamental and 
necessary inequalities which make the assessments for 
1917-20 of little assistance in providing a sound basis 
for a permanent tax. The problem is not nearing its 
practical solution. On the contrary we have not yet 
found a sound theoretical basis for the tax. These, 
however, are fundamental criticisms which need the 
support of more lengthy analysis. 

Ill 

Theory of the Present Law 

Invested Capital. The essence of the present law is the 
determination of the normal deduction as a percentage 
of invested capital. Invested capital is defined on a 
strict historical or cost basis. In terms the corporation 
is required to go back to the original investment and 
start with the cash or property paid in for stock; and 
strict limitations — in the case of intangible property, 
rigid and arbitrary limitations — are imposed for the 
purpose of neutralizing any overvaluations of assets 
which may have taken place at the time the corpora- 
tion was organized. Any writing up or revaluation of 
assets thereafter is prohibited, altho of course in com- 
puting the earned surplus included as part of the in- 
vested capital it is necessary, theoretically at least, to 
check or otherwise establish the accuracy of the depre- 
ciation, depletion, and profit and loss accounts from the 
beginning. 

Intangible assets built up by expenditures deducted 
as current expense or developed along with the estab- 
lishment of a successful business are not recognized in 
general; and to prevent their recognition through re- 
organization it is provided that "in the case of the re- 
organization, consolidation, or change of ownership of 
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a trade or business, or change or ownership of property, 
after March 3, 1917, if an interest or control in such 
trade or business or property of 50 per centum or more 
remains in the same persons, or any of them, then no as- 
set transferred or received from the previous owner shall, 
for the purpose of determining invested capital, be 
allowed a greater value than would have been allowed 
under this title in computing the invested capital of 
such previous owner if such asset had not been so trans- 
ferred or received" (Sec. 331, Act of 1918). This per- 
petuation of the status quo ante March 3, 1917 holds for 
the purpose of computing invested capital, even tho in 
general the gain realized in such reorganizations — 
when book values are written up — is subjected to in- 
come tax as distinguished from excess profits tax. On 
the other hand, revaluation of assets effected through re- 
organizations made before March 3, 1917 is recognized 
in computing invested capital, provided of course there 
was a legal transfer of the assets from an old to a new 
and distinct legal entity. Fortunate the corporation that 
through the whim of fate or the financial ambition of its 
directors or court decrees reorganized and revalued its 
assets prior to March 3, 1917. 

No adequate discussion of the technical details of the 
invested capital formula can be attempted here. 1 
Enough has been said to suggest its principal defects. 
In large degree the invested capital of a corporation 
depends upon the time and circumstances of its legal 
birth, upon the tone of its financial policy, on the char- 
acter of its bookkeeping. A chance reorganization of the 
most artificial kind may be responsible for a difference 
of millions in its taxes. A new corporation starts with a 
distinct advantage over its older competitors which 

i See Sections 325-331 of the Revenue Act of 1918; and Regulations 45, Arts. 811- 
941; and Form 1120. 
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have been conservatively capitalized; it labors under 
an equal disadvantage in competing with older corpora- 
tions which started with watered stock and overvalued 
assets. 

The fundamental error is in the attempt to perpetuate 
original investment or cost values (modified of course by 
depreciation, depletion and the like). The attempt is in 
part impractical. In the case of the oldest corporations 
and those, like the larger railroads, which represent a 
combination of many preexisting corporations, it is 
literally impossible to follow the letter of the law; and 
in other cases — through formal reorganizations, statu- 
tory "affiliation," accumulation of depletion reserves 
based upon permitted revaluations or discovery values, 
and in a dozen other subtle ways — the living fact that 
investment values do change bursts or seeps through 
the dead theory of the law, and finds half-suppressed 
recognition in the invested capital of at least some 
taxpayers. And where the attempt is not impractical, 
it is frequently unjust. 

This finds expression and illustration in the fact that 
men frequently buy stock of a corporation, for invest- 
ment and not for speculation, on a basis wholly dispro- 
portionate to any which could be justified by the original 
investment — or the statutory invested capital of the 
corporation. Economically such stockholders are the 
true owners of the corporation. They, as much or more 
than the corporation, are the real investors. What the 
original investors put into the corporation decades or 
generations back is or should be immaterial. The in- 
vestment changes. Writers sometimes contrast present 
value of capital with original or invested capital and 
maintain that both have their appropriate and proper 
uses. Thus it is frequently held that the present value 
of capital should be used for property taxation, while 
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the invested capital — or some modification thereof — 
should be used for rate regulation. My essential point 
is that the original invested capital is a fictitious and 
unreal concept. Given enough time, the investment 
must and does change, as is illustrated by the funda- 
mental treatment of land values required by the deci- 
sions of the Supreme Court in valuations for purposes of 
rate regulation. 

It should be added, however, that the defects of the 
invested capital formula are easily exaggerated. The 
arbitrary limitation upon the values of intangible assets 
originally acquired for stock found in Section 326 of the 
law has not proved either so troublesome or so unjust in 
practice as might have been anticipated. Moreover 
there is a strong and wholesome tendency among cor- 
porations which prosper to neutralize by conservative 
accounting the effects of original stock watering or over- 
capitalization. I feel confident that "invested capital" 
fairly represents the capital entitled to a normal return, 
in a large majority of cases; that in fully 75 per cent of 
the cases no better figures for asset values could be deter- 
mined by expert appraisal than the book figures; and 
that in at least 85 per cent of the cases the value of the 
assets even on the depreciated cost basis is as great or 
greater than the book figures. But among the rather 
large minority are many cases of extreme aberration; 
and among the last 15 per cent are some very important 
cases where overvaluation of assets results in an ab- 
normally low tax and deep injustice to conservatively 
financed competitors. 

To return to the assumption of the changelessness of 
the investment: it is fundamentally unreal, and works 
in practise the most capricious and indefensible in- 
equalities. Two corporations organize, let us assume, in 
1890. Both are successful and the value of their funda- 
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mental property holdings increases. One reorganizes 
two or three times before March 3, 1917, taking up each 
time on the books the appreciation which has taken 
place and the value of intangible assets which have come 
into being. In this case both the appreciation and the 
intangible assets are included in invested capital at the 
values fairly ascribable at the time of the last reorganiza- 
tion. The second corporation goes through no reorgan- 
ization. Its taxes will be indefinitely higher than those 
of the first corporation by reason of the mere fact that it 
did not chance to go through a reorganization; and in 
both cases the stockholders may have changed several 
times. 

There are relief provisions found in the law which 
authorize the rectification of extreme cases of injustice 
of the kind noted above. But they do not work satis- 
factorily. The relief is only for the extreme case, and 
the error or infection subtly pervades the entire tax. 
Practically every successful corporation has important 
intangible assets. Whether they have been taken up on 
the corporation books in such a way as to authorize their 
inclusion in invested capital is, however, largely an 
accident. 

The Excess Profit Credit. Invested capital serves as 
the basis of the "normal deduction." Not only the 
basis but the rest of the process of computing the normal 
deduction is seriously defective. It is hardly necessary 
to prove that a flat 8 per cent of the invested capital 
cannot represent a fair normal deduction for the thou- 
sands of classes of business enterprise which must be 
taxed. Everyone recognizes that the same rate of return 
which would be fair to banks would be unfair to the men 
who make a business of prospecting or "wild-catting" 
for minerals and oil. What is not so generally recog- 
nized is the fact that the proper rate of return differs not 



THE EXCESS PROFITS TAX 381 

only with the class of industry but with the size and 
precise business of particular taxpayers. Prospecting 
for oil is a hazardous business, but if conducted on a 
scale large enough and in conjunction with other 
branches of the oil industry, the risk and hazard are 
probably not so great as those involved in operating a 
hotel or conducting a corner grocery. There are a few 
mines which can be financed on a lower basis than 
many banks. 

Moreover the classes of business enterprise which 
would have to be distinguished for this purpose are 
far more numerous than most persons suppose. Con- 
gress has tried, sympathetically, to solve this problem. 
Proposals to vary the percentage for different types 
of business enterprise — or to permit administrative 
authorities to adjust the percentages — have on several 
occasions met with the approval of the Committee on 
Ways and Means, but upon a full canvass of the diffi- 
culties they have always been abandoned. A partial and 
comparatively unimportant variation of the rate was 
authorized for the taxable year 1918 in Section 31 1 (b) (2) 
of the Revenue Act of 1918. Here the percentage deduc- 
tion was in certain cases fixed "as the average percent- 
age of net income to invested capital, for the pre-war 
period, of corporations engaged in a trade or business of 
the same general class as that conducted by the tax- 
payer." The particular percentages were to be derived 
from the returns of taxpayers themselves, the median 
average was to be used, and significantly this average 
was to be computed for general classes only. In other 
words the problem was put in its easiest and most 
definite form. But the Bureau of Internal Revenue in 
administering this provision found it desirable to dif- 
ferentiate 277 "industrial subdivisions." 1 

i Bulletin "D," Treasury Department, 1919, p. 13. 
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I do not believe it is possible to solve this problem 
by grant of administrative discretion, altho the British 
practise of increasing the statutory percentage offers an 
apparent improvement on the rigidity of the American 
law. But elasticity as between or among classes does 
not go to the root of the difficulty. We need elasticity 
within each class. In any well-defined subdivision of 
industry the new concern, starting to build up a business 
from the ground, deserves a higher percentage deduc- 
tion than the old and successful industry which has 
passed through the perils of the development stage and, 
having achieved success, has capitalized its assured 
earning power in such a way as to get this intangible 
value into its invested capital. We have not solved this 
question in the field of rate regulation, where the ad- 
ministrative authorities deal with individual cases and 
take months to work out decisions with every assistance 
from experts. What could the taxing authorities do 
with millions of assessments to make and thousands of 
classes to differentiate? 

A large part of the function or service which the per- 
centage deduction is designed to perform should be per- 
formed by another device — that of smoothing or 
averaging profits from year to year. Under the British 
income tax (not under the excess profits duty) the 
profits of business concerns may be averaged over a 
period of years, usually three, for purposes of taxation. 
Under the British excess profits duty [Sec. 38 (3), 
Finance (No. 2) Act, 1915] a taxpayer who sustains a 
loss or whose profits fall short of the point which in- 
volves liability to tax is entitled to a credit for such 
deficiency against any excess profits taxes paid either 
for previous or succeeding periods. This provision en- 
ables the taxpayer in effect not only to credit against 
years of high income losses of previous or succeeding 
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years, but enough profits may be taken from the good 
years to make up for any normal deduction which he 
might have used in prior years but did not because his 
profits were then below normal. In other words, the 
profits of each year are continually smoothed or aver- 
aged with the profits which have gone before. In this 
country Congress only with the greatest difficulty could 
be brought to authorize for practically one year only 
the so-called net loss and inventory loss allowances. A 
thorogoing acknowledgment of the fact that the annual 
accounting period is too short a time in which to strike a 
true balance of gain and loss, is a condition precedent to 
the fair and successful application either of an income or 
an excess profits tax. Yet such a provision would very 
seriously reduce the yield of a permanent excess profits 
tax; and it would seem certain that as the rates of the 
British excess profits duty decline and lean years follow 
war prosperity, some modification of the British "set- 
off for deficiency" will have to be made. 

Suppose the normal percentage to have been prop- 
erly graded to fit the hazards of different undertakings, 
and provision made to set off the losses and low earnings 
of lean years against the higher profits of the fat years — 
what would remain of an excess profits tax during a 
period of falling profits such as we are now probably 
entering? Is not the excess profits tax by nature 
adapted only to periods of war and inflation? I confess 
to grave doubts about the proper answers to these ques- 
tions. But I have no doubt that the whole process of 
determining the normal deduction as a percentage of 
capital is not only administratively too difficult for us at 
present, but that it contains so much fundamental error 
and — particularly this — it ignores so many funda- 
mental elements, that it may be said to be wrong in 
theory. 
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The Personal Equation. One of the fundamental ele- 
ments, not so much ignored as improperly recognized, is 
represented by the quality and efficiency of the labor 
and effort expended by the owners of the business. 
This personal element is supposed to be taken care of by 
the deduction for salaries. In certain large corporations 
the salary deduction performs this function with the 
rough accuracy which alone can be hoped for in tax laws. 
But among sole proprietors, partnerships and small 
corporations the salary deduction does not solve the 
problem with even approximate accuracy. Recognition 
of this fact was partly responsible for the exemption in 
this country from the excess profits tax of individuals, 
partnerships and personal-service corporations. It was 
almost wholly responsible for the ingenious provisions 
inserted in both the American and British tax laws for 
the artificial limitation of the excess profits tax on 
smaller corporations. 1 But even among large corpora- 
tions an increasing number of the more important 
officers are being paid partially or wholly in shares of 
the net income. These officers are actually receiving 
"profits" which should be subject to excess profits tax 
where such a tax is in existence. But these profits bear 
no relation to any invested capital of a measurable 
kind. 

This personal element pervades practically all busi- 
ness. It is cared for or eliminated so imperfectly by the 
salary deduction that it introduces an indefinite element 
of error in the great majority of business concerns when 
the normal deduction is computed as a percentage of 
capital. An indirect reflection of this truth is found in 
the striking statistics prepared by the Treasury Depart- 
ment showing that the excess profits tax when not cor- 
rected bears more heavily upon small than upon large 

i Revenue Act of 1918, Sees. 302, 303. British Finance Act of 1917, 26(4). See 
Haig, loc. cit., p. 34. 
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corporations. 1 The remarkable showing of these statis- 
tics reflects largely the failure of the excess profits tax of 
1917 to eliminate the personal factor. It is possible 
partly to protect the taxpayer by the use of devices such 
as those employed in the American and British laws. 
But how is the government to be protected under laws 
which exempt personal earnings from the excess profits 
tax? 

Borrowed Capital. Closely connected with the "per- 
sonal error" noted above are the difficulties arising from 
the exclusion of borrowed capital. There is space here 
only to set down somewhat summarily the writer's con- 
clusions in this much debated field. There is a real 
difficulty here, but it is not to be cured by denying the 
deduction for interest paid and allowing the borrower 
to take the percentage deduction on all invested capital 
whether borrowed or owned. Men with large personal 
credit frequently do business with stock and equipment 
merely advanced by others, upon which no interest of 
the ordinary kind is charged. Frequently the advances 
are so informal that they can hardly be called capital at 
all, either borrowed or owned. The proprietor simply 
sells goods, advanced to him on open account, turning 

1 See Hearings before Committee on Ways and Means, House of Representatives, on 
the proposed Revenue Act of 1918, Pt. I, pp. 41, 42. The burden of the tax may be 
measured either as a ratio of tax to net income or as a ratio of net income to invested 
capital, as there was a direct relation between the two ratios. 

Ratio of Net Income to Invested Gapital. Revenue Aot of 1917 



Corporations having 
invested capital of 


Less than 
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than 12.25% 

of net 

income) 


20 to 40% 
(tax from 

12.25 to 
31% of net 

income) 


40 to 60% 
(taxfrom30 
to 40. 67% 

of net 
income) 


60% and 
over (tax 
over 40% 

of net 
income) 


Total 


Less than $20,000 

$20,000 to $100,000 . . 
$100,000 to $500,000 . 
$500,000 to $5,000,000 
$5,000,000 and over . . 


No. % 

54 5.1 

1,671 46.1 

1,576 65.0 

518 69.9 

36 85.7 


No. % 
383 35.9 

1,514 41.7 

640 26.4 

171 23.1 

6 14.3 


No. % 
299 28.1 
318 8.8 
143 5.9 
40 5.4 
0.0 


No. % 

329 30.9 

124 3.4 

65 2.7 

12 1.6 

0.0 


No. % 
1,065 100 
3,627 100 
2,424 100 
741 100 
42 100 


Total 


3,855 


2,714 . . . 


800 ... 


530 ... 


7,899 . . . 
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them over so rapidly that no borrowing of capital in the 
ordinary sense is necessary. This represents an inter- 
mediate stage between the ordinary merchant and the 
full-fledged broker or commission house. The essential 
source of the trouble is that the normal return in such 
cases bears no intelligible relation to the capital either 
borrowed or owned. Tracing the criticisms based upon 
the exclusion of borrowed capital back to their ultimate 
source, we find their true significance to be that a sound 
determination of the normal deduction cannot be made 
as a multiple or percentage of capital. 

IV 

Can the Excess Profits Tax be Perfected? 

Can practical remedies be found for the defects of the 
excess profits tax? Perhaps in time, after much further 
research and reflection. 

Administrative Discretion. The principal remedy 
ordinarily prescribed is a large dose of administrative 
discretion. Professor Haig (assisted by Mr. George E. 
Holmes) in his wise and admirable monograph on the 
taxation of excess profits in Great Britain has em- 
phasized the extent to which administrative discretion 
is responsible for the superiority of the British law and 
administration. But this remedy will not save the 
British tax, if the repeated promises of the British 
government to repeal the tax at the earliest possible 
moment are to be taken at their face value. Certainly 
administrative discretion cannot save the American tax 
under present conditions. 

The principal problems of excess profits taxation were 
well canvassed before the Revenue Act of 1918 was 
passed. Its principal defects and abnormalities were 
anticipated, particularly in the Revenue Act of 1918 as 
it first passed the Senate. The abnormal or exceptional 



THE EXCESS PROFITS TAX 387 

cases were classified in Section 327 of the Senate draft, 
and authority granted to cure them by reference to the 
experience or treatment of representative concerns. In 
conference the detailed enumeration of cases as found in 
the Senate bill was omitted and abstract language intro- 
duced which, however, it was definitely agreed should be 
interpreted to cover the classes of cases specified in the 
Senate bill. 1 

Section 327 has not proved conspicuously success- 
ful. Professor Haig and Mr. Holmes, while praising the 
plan by which administrative action is taken without 
public explanation under the British law, criticize it 
under the American law. 2 The British "Board of Ref- 
erees does not announce the basis upon which it rests 
its decision," and its decisions are hailed with acclaim. 
The principal relief sections of the American law also 
"are administered by Star Chamber proceedings." But 
the remedy that affords satisfaction in Great Britain 
arouses criticism in the United States. " It is natural for 
him [the taxpayer] to assume, therefore, that the power 
to assess him is arbitrary, practically unchecked, and 
wholly contrary to our American principles of taxation. 
Nor is his criticism entirely without foundation." Here 
is the essence of the problem. Wide administrative dis- 
cretion is not suited to the American habit and tradition 
in matters of taxation. It is not granted ungrudgingly to 
the administrative authorities by Congress, and it is not 
exercised freely and boldly by the administrative au- 
thorities when it is granted. We are too legalistic suc- 
cessfully to reconcile in the same statute Yes and No. 
Congress cannot lay down the principle of original in- 
vestment in Section 326, check the principal loopholes of 
escape in Section 331, announce that the principle is 
adopted as a principle, and then expect successfully to 

1 H. R. 12863 (Committee print as agreed to in conference), pp. 133, 134. 
» Loc. cit., pp. 131, 137, 138. 
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reduce its rigors by inserting an abstract relief provision 
calling for free exercise of administrative discretion. 

Pre-war Profits. The solution or remedy is not to be 
found in the use of average or pre-war profits as a normal 
deduction. This proposal contains a truth of great im- 
portance. The principal element, perhaps, in deter- 
mining normal profits should be past profits, and this is 
true not only for a war profits tax but for an excess 
profits tax. A business concern which can truthfully be 
said to have established a given level or volume of 
profits, may fairly claim that volume of profits as its 
normal return. 

Yet this also is a truth of limited application. The 
profits for two or three years before the war do not 
establish such a normal return. Such profits may have 
been abnormally high or abnormally low. Consider a 
heavy investment made in the expectation of distant 
returns. Here the original investment has more signifi- 
cance than the income record of the company in con- 
trolling the normal return. Or consider a corporation, 
the stock of which is still held wholly or mainly by the 
original subscribers, and which by some happy combina- 
tion of circumstances or by starting under some partic- 
ularly auspicious star had made from the beginning 
abnormally high profits. This was the case approxi- 
mately with the automobile industry, which as an in- 
dustry may be said to have been abnormally prosperous 
from its real beginning until recent months. Here again 
accuracy and logic would require that the normal deduc- 
tion should be based, if not upon capital, at least upon 
something other than the past profits. Abnormally high 
profits in the past should constitute no ground for im- 
munity from a future tax on supernormal profits. This 
is not word play; it is a mere suggestion of the truth that 
an abnormal state may continue for a considerable time 
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without becoming "normal." Consider finally the con- 
cern which has had abnormally low profits in the past. 
It is certain that the legislature will recognize this hard- 
ship by granting a deduction based on capital or some- 
thing else than past profits. But if prior profits may be 
subnormal, they may in other cases be supernormal. 

Forgetfulness of this truth is perhaps responsible for 
the general dissatisfaction with the pre-war profit stand- 
ard in Great Britain. The latter (like most other de- 
vices in the British law) has been used — I think wisely 
— to save the taxpayer from a rather savage tax levied 
in times of stress. But in the long run a sound tax stat- 
ute must protect the government as well as the taxpayer. 
In any event it is most significant that such dissatisfac- 
tion does exist. It was voiced by the Chancellor of the 
Exchequer in explaining the financial statement of 
April 19, 1920: 

I would remind the Committee that under the provisions of the Ex- 
cess Profits Duty prosperous concerns with a large pre-war standard 
may escape liability for the tax because their present profits, tho 
high, are not in excess of their standard, and, at any rate, they pay 
tax on what all of us think an unduly low scale. 

It is reflected also in Professor Haig's conclusion that 
after all the percentage deduction is preferable to a pre- 
war profits deduction : 

If we are to continue profits taxation, the general standard pre- 
scribed in our present law for determining the richness of the profits 
should be retained. The best British opinion supports the view that 
a percentage of invested capital is a more satisfactory test than the 
earnings of some previous period, in a tax of this character, and 
they have shown how that percentage can be cleverly varied to meet 
the peculiar conditions in each line of business. 1 

The True Normal Deduction. What then is the true 
normal deduction? The writer, at least, must answer 
that question in the words of a wise and liberal Ameri- 

1 Haig, loc. cit. t p. 174. 
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can financier, Otto H. Kahn. "It seems to me that the 
excess profits tax must go. I am sorry to say it, because 
in theory it is a wholly just tax. I wish some one would 
invent a way by which the excess profits tax, or some- 
thing in the nature of an excess profits tax, could con- 
tinue. . . ." x The original capital invested has in some 
cases a real significance, but in the majority of cases it 
should be replaced by some later reproduction value. 
The percentage deduction should vary with the risk, but 
in the main the risk element should be eliminated (along 
with much of the tax) by averaging losses and subnormal 
profits over a period which should be at least three 
years in most industries and not less than ten years in 
some industries. The personal element should be elim- 
inated to the extent that the normal return is figured as 
a percentage of capital, and yet there are many trades 
or industries in which the personal element is the chief 
element and it pervades all business to some degree. At 
bottom I can see no reason why a lawyer or engineer 
whose earnings are "supernormal" should be exempt 
from the excess profits tax. While the separate division 
of business taxation exists in my mind as one of the 
indubitable truths of fiscal experience and science, the 
distinction usually drawn between "business" on the 
one hand and investment or labor on the other, im- 
presses me as thoroly fictitious from the economic stand- 
point. The business tax is or should be a tax on every 
man in his productive capacity. 

Scope of the Excess Profits Tax. That brings us to the 
mysteries involved in the relation between the excess 
profits tax and other income taxes levied upon personal 
and investment earnings. We confine the excess profits 
tax to profits, eliminating wages and salaries on the one 
hand and interest on the other. But why? 

1 Hearings before the Committee on Ways and Means, December 21, 1920, p. 156. 
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Consider the investor. He has been lost sight of in 
this connection, largely because as owner of common 
stock he was taxed through the corporation, and as 
owner of bonds or preferred stock he suffered rather 
than gained by the war and the shrinkage in capital 
values due to rising interest rates. But under a per- 
manent excess profits tax, in times of peace, he might be 
the principal beneficiary of state activities. The main- 
tenance of the gold standard, resolute insistence upon 
credit restriction and deflation, these and similar public 
policies may in the future greatly increase the income of 
investors as such. 

The large investor is particularly worth considering 
because he can practically put himself in "business" or 
take himself out of "business" at will, by incorporating 
his investments. He can under the present tax law re- 
lieve himself of the higher surtaxes on reinvested or 
saved income and subject himself to the excess profits 
tax; or, being incorporated, he can bring himself back to 
the status of mere investor by dissolving the corpora- 
tion. 1 This gives rise to a most significant paradox. 
Under the income tax, the man who is wealthy enough 
to draw a large income from gilt-edged investments 
with a minimum of risk and effort is threatened with 
discriminatory differentials against unearned income and 
is actually subjected to progressive rates exceeding at the 
maximum 70 per cent. But under the excess profits tax, 
behind the screen of the corporate fiction, his very excess 
of wealth and security from risk made him the object of 
solicitude and exemption. This is true whether he is the 
sole stockholder or associated with others. The circum- 
stances which under one tax invite attack, under the 
other justify exemption. Who shall solve this riddle? 

1 The same statement holds true of many forms of personal ability. A number of the 
most highly-paid movie stars, advertising experts, and engineers have practically incor- 
porated their personal talent. They are in "business" or not as it suits their interests. 
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Future of the Excess Profits Tax. Whatever may be 
the ultimate answer to this riddle, I feel certain that the 
truth lies between the two extremes. The excess profits 
tax has grievously sinned in overtaxing profits derived 
from the more hazardous and difficult industrial under- 
takings. Relatively at least, it has dealt far too tenderly 
with assured income derived from highly capitalized in- 
vestments, particularly intangible assets. The income 
tax also has unduly penalized risk-taking investment 
and in the face of the vast outstanding volume of tax- 
free securities has partially defeated its own ends by 
excessive rates. 

And I feel reasonably certain of the direction in which, 
at this juncture, we should turn our steps. The income 
tax as a tax upon business — in its relation to men as 
savers, workers and enterprisers — must be perfected. 
Its repressive effects upon investment and enterprise 
must be corrected. Men will not save and invest except 
in tax-free securities if the income so invested and the 
fruits of the investment are to be taxed at rates exceed- 
ing 70 per cent. The income surtaxes must be reduced 
at least on that income which is saved and reinvested in 
"taxable property or business." It is in the treatment 
of saved and reinvested income that the present income 
tax deals most differently with corporations and other 
taxpayers. In reforming the taxation of saved and re- 
invested income occasion should be taken to place the 
corporation and other taxpayers on a substantially 
equal basis. The practical steps or amendments by 
which to do this have been worked out in a number of 
different forms, full description of which may be found 
in the Annual Report of the Secretary of the Treasury 
for 1920, 1 the Report of the Tax Committee of the 
National Industrial Conference Board, 2 or the Report 

i Pages 3&-43. * Special Report No. 18, pp. 32-38, 43-47. 
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of the Tax Committee of the National Association of 
Credit Men, 1 and recent referendum proposals of the 
Chamber of Commerce of the United States. 

These reforms would greatly reduce the repressive 
effect of our direct taxes on business. This was the 
primary object of the excess profits tax as a peace meas- 
ure — a permanent tax. But it has failed in achieving 
that object. It should therefore be retired. The reforms 
of the income tax referred to above involve some addi- 
tional tax on corporations to compensate for the surtaxes 
imposed upon the reinvested or undistributed profits of 
individuals and partnerships. This additional tax, as 
has already been stated, will probably supply even more 
revenue than the excess profits tax would yield during 
the next few years. There is every reason, therefore, to 
try out necessary and inevitable changes in the income 
tax, as a business tax, before a final verdict is reached 
concerning the future desirability and availablity of the 
excess profits tax. It is not at all impossible that we 
shall find the answer to our riddle in lower differential 
rates upon income which is used, not for enjoyment and 
consumption, but for productive purposes particularly 
in the more hazardous lines. 

Meanwhile the burden of proof is fairly upon the 
friends of the excess profits tax. Until we can satis- 
factorily define its true scope and place in the tax sys- 
tem, until we can clearly state how the normal deduction 
or return should be ascertained, we have no right to ask 
either- for its retention or, after it has been repealed, for 
its reintroduction. 

Thomas S. Adams. 

Yale University. 

i "The Undistributed Profits Tax," pp. 22-30. Referendum No. 34, pp. 12-17. 
See also F. R. Fairchild, " Suggestions for Revision of the Federal Taxation of Income 
and Profits," Am. Econ. Rev., December, 1920, pp. 785-799. 



